Evidence of political budget cycles from cross-country studies has been rationalized as coming from the voters' cost to process the available information and asymmetric information. This explanation has also been adopted in most cross-province studies, leaving aside variables related to the incentive structure of fiscal federalism. This paper investigates electorally induced fiscal fluctuations in Argentina for the period 1985-2007. Provincelevel dynamic panel data reveal that vertical fiscal imbalances in subnational districts fuel fiscal expansion and changes in expenditure composition, favoring current expenditure to the detriment of investment, in election years. Vertical fiscal imbalances make electoral opportunism cheaper and more profitable.
I. Introduction
Retaining political power is one of the main goals of incumbent parties. Politicians devote a great deal of effort and rely on a wide variety of strategies, including budget manipulation, to help their parties (or themselves) to remain in office. The available evidence on politically motivated budget cycles based on subnationallevel studies finds that incumbents from developing as well as from developed countries increase public outlays, change the expenditure mix, and avoid taxing their constituencies in election years (Galli and Rossi 2002; Gonçalves Veiga and Veiga 2007; Drazen and Eslava 2010) . This opportunistic behavior is either reported but vaguely accounted for or explained by resorting to different degrees of voter awareness, voters' costs to process information, and low-transparency fiscal policy (Ahkmedov et al. 2004 ), leaving aside a more obvious candidate for subnational-level studies: the incentive from rules governing the distribution of resources and spending between the central government and the subnational districts in a federation.
This paper investigates the role of the incentive structure of fiscal federalism in electorally induced budget fluctuations for the case of Argentina. In particular, I focus on vertical fiscal imbalance (henceforth, VFI), a distinctive feature of Argentine fiscal federalism. Provinces' vertical fiscal imbalance originates from the fact that, on average, only a small fraction of their expenditures is financed by local taxes and the rest comes from sizable transfers from the central government. As pointed out by Saiegh and Tommasi (1999) , large vertical fiscal imbalances in most subnational districts result in perverse incentives for local authorities and citizens. On the one hand, local politicians enjoy a large share of the political benefit of spending and pay just a fraction of the political cost of taxation. Most of the money they spend on public goods comes from the "common pool" of resources administered by the central government. Therefore, it is expected that local authorities use that additional low-cost spending power to remain in office. On the other hand, voters have incentives to reward local politicians who are effective in extracting resources from the central government. In a setting like this, political budget cycles (PBCs) may arise even if voters' awareness or ability to process information is uniformly distributed among provinces. That is, independently of the information structure of the game and its cost, local incumbents have incentives to manipulate fiscal variables because the benefits in terms of constituency support are substantially higher than the costs.
To preview my results, I find strong evidence that incumbents manipulate fiscal variables in election years. Governors increase expenditures, run budget deficits, and change the expenditure composition to remain in power. I show that this behavior is mostly driven by vertical fiscal imbalance. The results are robust to the estimation method.
The rest of the paper is organized as follows. The next section surveys the empirical literature on PBCs. Section III discusses some key features of the Argentine federalism and section IV considers the fiscal behavior of Argentine provinces in election and non-election years by means of non-parametric tests. Section V describes the two-step econometric strategy to study the importance of VFI in Argentine political budget cycles, while section VI presents the results from the panel data estimation. Finally, section VII concludes.
II. Previous literature
The PBC literature arises basically from observations on the fiscal behavior of incumbents in the proximity of elections. The theoretical PBC models, whether driven by adverse selection à la Rogoff and Sibert (1988) or spurred by moral hazard considerations as in Persson and Tabellini (2000) , conclude that incumbents engage in pre-election profligacy to influence voters and maximize their chances of remaining in office.
1 To a large extent, the empirical evidence is supportive of the central conclusions of the opportunistic PBC theory. For example, Schuknecht (2000) , analyzing the fiscal performance of 24 developing countries for the period 1973-1992, finds out that incumbents try to influence the electorate by augmenting public expenditures rather than lowering taxes. Moreover, his estimations back the well-known hypothesis that governments' favorite instrument to expand fiscal policy is capital spending (public works programs). Brender and Drazen (2005) also contribute to the empirics of PBCs by examining a data set containing 106 countries over the period . They find that the observed fiscal deficit cycle in their sample is mainly driven by the behavior of new democracies. Actually, when new democracies are removed from the sample, PBC disappears. The authors conjecture that voters in new democracies have neither fiscal information nor the ability to process it correctly. Conversely, in established democracies, relevant data to evaluate economic policy are readily available to experienced voters, who can interpret the information properly. Instead of looking at the age of democracy to search for the explanation of political budget cycles, Shi and Svensson (2006) distinguish between developing and developed countries. Working with a panel of 85 countries over a 21-year period, they conclude that the size of electioninduced budget cycles is greater in developing countries. This empirical evidence supports a moral hazard model of electoral competition in which voters' inferences from fiscal policy are biased because they observe incumbents' moves with a lag. In their model, PBCs are independent from incumbents' ability and depend exclusively on electoral incentives. In opposition, for Alt and Lassen (2005) political budget cycles are related to budget transparency instead of the degree of development or the age of democracy. Using a sample of 19 OECD countries in the 1990s, they identify a persistent pattern of electoral cycles in low transparency countries (developing or industrialized), while no such cycles can be observed in high transparency countries. In a the same line of research, Streb et al. (2009) , based on the fact that in constitutional democracies fiscal policy is carried out by the executive with the agreement of the legislature, find PBCs in developed and mature democracies where the executive faces weak checks and balances or there is low rule of law. Streb et al. (2012) have stronger evidence that confirms that same pattern, using not only yearly data but also quarterly data that allows identifying the electoral year more precisely.
Single-country studies verify PBCs too. Gonzalez's (2002) analysis of Mexico's fiscal policy between 1957 and 1997 reveals that the Federal Government made systematic use of public spending on infrastructure and current transfers as a means to earn votes. Moreover, Gonzalez sustains that the magnitude of the election cycle was exacerbated during the country's most democratic episodes.
Subnational-level panel data also support PBCs, not only for developing countries, which might be expected given the cross-country evidence, but also for developed ones. In their study on the fiscal policy of German Länder, Galli and Rossi (2002) conclude that elections affect the total local spending and several of its categories as well as the fiscal deficit. Interestingly, they show an alternative empirical specification including dummy variables for post-electoral and preelectoral years with estimated negative coefficients indicating that spending is not cut systematically in the post-election year but progressively in the following years. In a similar fashion, Petry et al. (1999) , working with Canadian provinces' data, confirm the existence of electoral cycles in government activity.One way to reconcile the conjectures from cross-country studies, which emphasize democracy maturity as a key to explaining PBCs, with this evidence from Germany and Canada, is to assume that asymmetric information on fiscal issues and voters' costs to process fiscal information is unevenly distributed across subnational units. As reported by Gonçalves Veiga and Veiga (2007) , the mayors of Portuguese mainland municipalities also behave opportunistically in pre-electoral periods, increasing the total expenditures and changing their composition, favoring items that are highly visible to the electorate.
PBC at subnational level is also obtained by Lema and Streb (2013) for Argentine provinces in the period [1985] [1986] [1987] [1988] [1989] [1990] [1991] [1992] [1993] [1994] [1995] [1996] [1997] [1998] [1999] [2000] [2001] . Their emphasis is on the influence of the federal incumbent on provincial PBCs. They found evidence on important systematic differences between provinces in the size of the electoral manipulations, depending on the political alignment with the federal executive. In particular, governors aligned with the President get more discretionary transfers from the federal government so they can increase spending in election years without deteriorating the budget deficit.
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The evidence of budget manipulation also includes episodes of changes in the expenditure composition in election years. As stressed by Drazen and Eslava (2010) in their study of Colombian municipalities, governments favor targeted expenditures (mainly infrastructure) to the detriment of non-targeted outlays (purchases of supplies and services, payment to other government entities, etc.). They find that voters reward incumbents who increase investment expenditures but only to the extent that they do so without running large election-year deficits. In general, subnational-level studies limit their scope to testing political budget cycles and finding which fiscal instruments are used by incumbents (taxes, expenditures, or expenditure composition) to enhance their re-election prospects, assuming implicitly that the variables explaining opportunistic behavior are the same as the ones causing PBCs at the cross-country level. Only Ahkmedov et al. (2004) , in their research on Russia's regional elections, present evidence of how the magnitude of the budget cycle decreases as voters' rationality and awareness increase. That is, the Russian Federation electorate learns as democracy matures.
Another common feature of empirical PBC studies at the subnational level is the absence of considerations related to the incentive structure of federalism in the fiscal analysis. This is rather surprising given the prominent literature highlighting the impact of vertical fiscal imbalance on fiscal discipline (see, for example, Rodden 2002 Rodden , 2006 . Only the previously mentioned paper by Lema and Streb (2013) in their investigation on Argentina called the attention on the role of discretionary transfers from the central government to feed district's PBCs, but their emphasis is on political alignment between incumbents at national and subnational level rather than the structure of Argentine federalism. Jones et al. (2012) emphasize the role of vertical fiscal imbalance on Argentine gubernatorial electoral results. They provide a simple framework in which the incumbent parties use public spending to improve their chances of re-election and voters recompense them because that spending is not financed by local taxes but by the common pool administered by the Federal Government. Following the same line of reasoning, my paper extends Jones et al.'s analysis, focusing on the role of VFI in PBCs.
III. Fiscal federalism in Argentina
Argentina is constitutionally organized as a federal republic. It has 23 provinces and an autonomous federal district, the city of Buenos Aires. The most prominent feature of Argentine federalism is the discrepancy between the high degree of centralization regarding tax collection, in the sense that a significant amount of tax revenues are under the control of the Federal Government, and the important decentralization on the expenditure side. On average, provinces only finance 35% of their outlays with their own taxes, given that they are largely responsible for important government functions such as education, health, justice, security, and sanitation. The remaining 65% of local expenditure is financed by federal transfers that are distributed among districts by means of two mechanisms: the Federal Tax-Sharing Agreement (FTSA), which assigns cash transfers automatically according to percentages established by the law, and the discretionary channel, which allocates transfers based on political negotiations between the Federal Government and each province. The FTSA accounts for 62% of the provincial resources, while the non-automatic transfers represent 7%.
Changes in the amount of automatic transfers received by provinces depend mostly on the business cycle rather than on governors' actions. The main taxes included in the FTSA, like value-added and excise taxes, are procyclical, hence their collection and distribution among provinces grow sharply in good times and decrease abruptly in bad times. Conversely, the distribution of discretionary transfers is mainly related to political convenience. As shown by Bonvecchi and Lodola (2011) discretionary transfers enable the President to directly target voters bypassing opposition provincial governors, while non-discretionary transfers pay off more to co-partisan governors by guaranteeing security in the reception of transfer monies. Rumi (2013) shows that the manipulation of transfers depends on the degree of competition faced by the national government in each sub-national government and on its strategy to win the maximum federal political support at the minimum cost (considering the size of each jurisdiction). Most non-automatic transfers have specific purposes, like salaries for welfare programs (current transfers) or public works (capital transfers).
It is well documented that the Argentine federal fiscal system provides poor incentives for provincial leaders and voters. Saiegh and Tommasi (1999) , Saiegh et al. (2001) , Spiller and Tommasi (2007) and Ardanaz et al. (2014) , to cite the most relevant research papers, draw attention to the high degree of vertical fiscal imbalance and its consequences for efficiency and misallocation. Provinces behave as if they face a soft budget constraint, increasing their spending and reducing their local tax collection effort. 4 Thus, local politicians benefit from spending and pay only a small portion of the political cost of taxation. Precisely, a soft budget constraint is what they need in election years to remain in office. In addition, citizens have incentives to reward governors who are effective in obtaining resources from the central government. Profligacy is rewarded rather than punished at the polls because taxpayers do not pay the full price of public outlays (Jones et al. 2012) . In this setting, voters' behavior does not depend on transparency or on the cost of information but on the rules of the federal distribution regime. Thus, it is expected that the larger the vertical fiscal imbalance, the more inclined politicians are to behave opportunistically. In other words, opportunism is cheaper, the larger the vertical fiscal imbalance. Table 1 shows VFI descriptive statistics for each province over the period 1985-2007. I define VFI as total transfers from the federal government (including automatic and non-automatic transfers and oil and gas grants) as percentage of the total district revenues. From a simple inspection of Table 1 , it can be verified that VFI varies substantially throughout time and districts. Note: Vertical Fiscal Imbalance is total transfers from the federal government (automatic plus non-automatic plus oil and gas grants) as percentage of total revenues of the province. Std. dev. stands for standard deviation, C. V. for coefficient of variability.
IV. A brief look at fiscal behavior in Argentine provinces
Is there any difference in the fiscal behavior of Argentine districts in election and non-election years? To give a preliminary answer to this question, I carry out several non-parametric tests for the following four variables with a high probability of being manipulated by incumbents in election years: total expenditures per capita, local revenues per capita, budget result per capita, and the ratio of current expenditures to direct investment. Table 2 provides the coding of each variable. 
VFI it
Vertical fiscal imbalance is total transfers from the federal government (automatic plus non-automatic plus oil and gas grants) as percentage of total revenues of the province i in period t.
ALIGNMENT it Dummy variable that takes the value 1 if the governor of province i at period t is affiliated to the same party of the President, and 0 otherwise. In the Argentine public accounts, expenditures are classified into two broad categories: current and capital expenditures. The main component of the former is the wage bill, while the latter comprises three main groupings: direct investment, mostly including investment in infrastructure and machinery; capital transfers, consisting of transfers to the private sector and other entities; and financial investments, containing the acquisition of financial assets. To study manipulation in the composition of spending, I concentrate my analysis on the ratio of current expenditures to direct investment.
INTERVENTION it
I perform the Kruskal-Wallis analysis to test whether fiscal variables in nonelection years and in election years originate from the same distribution and the two-sample Kolmogorov-Smirnov test for equality of distributions for each of the 24 jurisdictions for the period 1985-2007. 6 Non-parametric tests provide useful information on the behavior of individual districts regarding policy variables. The null hypothesis in both tests is that the selected policy variables do not differ significantly during election and non-election periods. Notice that Argentine governors have the agenda power to set the dates of the gubernatorial polls, which might raise endogeneity concerns. However, election dates are rarely anticipated or postponed for more than six months and only extraordinarily moved from one year to another. Therefore, given that I work with annual data, they can be considered exogenous.
The body of Table 3 contains the number of districts -and their names -for which the null hypothesis is accepted at the 10% level. The results are mostly in line with the PBC hypothesis. The nulls of both tests are rejected for the majority of provinces, indicating that the fiscal variables diverge significantly in voting and non-voting years. In the case of EXPENDITURE (total expenditures per capita), the null of the equality of population test is accepted only for the province of Santa Fe, while the null of Kolmogorov-Smirnov is accepted for three provinces: Jujuy, Santa Fe, and Santa Cruz. EXPENDMIX (the ratio of current expenditures to direct investment) also shows significant differences in election and non-election years for most of the jurisdictions. The null of the Kruskal-Wallis test is accepted for Chaco, Jujuy, and Río Negro, and the Kolmogorov-Smirnov test for Chaco, Misiones, and Río Negro.
Similar outcomes are obtained for REVENUES (local revenues per capita), indicating that election years are different from non-election periods. The nulls of both tests of equality of population are accepted for Misiones, Santa Fe, and Santiago del Estero and the null of the equality of distribution test is accepted for Buenos Aires, Entre Ríos, and Santiago del Estero. This is rather unexpected since the overwhelming empirical evidence shows that incumbents do not manipulate local taxes in election years.
BUDGET RESULT (budget result per capita) shows the highest number of provinces for which the null is accepted in both tests. The null of the KruskalWallis and Kolmogorov-Smirnov tests are accepted for four and seven provinces, 6 I also perform the Wilcoxon/Mann-Whitney test of equality of population but the results are not presented since they coincide with those of Kruskal-Wallis. respectively. A plausible explanation is that the budget result might have been endogenous in several districts and years, exhibiting a fiscal deficit. That is, governors run deficits or not depending on the availability of discretionary transfers to cover fiscal gaps. 
V. Econometric analysis
The Kruskal-Wallis and Kolmogorov-Smirnov tests provide useful insights into the behavior of fiscal variables in election and non-elections years, but they have obvious limitations. To begin with, they have asymptotic properties, which impose prudence when dealing with relatively small samples. Moreover, non-parametric tests are intrinsically univariate, which calls for a more sophisticated analysis.
To test for the existence of PBCs and the conjectured connection between the structure of federalism and budget manipulation, I estimate panel data following a simple two-step strategy. Firstly, I test for budget manipulation in Argentina by means of the usual baseline equation estimated in PBC studies. That is, the key fiscal variables (F it ) depend on the timing of elections, coded ELECTION YEAR, the lagged value of fiscal variables (F it-1 ), and several socioeconomic and political controls to account for variability in the data due to factors other than elections.
(1) Secondly, provided that budget manipulation is confirmed for one or more fiscal variables, I introduce the variable VFI (vertical fiscal imbalance) interacted with the election year dummy to assess the importance of Argentine federal structures for PBCs. That is, (2)
A. Dependent variables
I consider four policy instruments subject to potential manipulation by incumbents: total expenditures per capita, local revenues per capita, budget result per capita, and the ratio of current expenditures to direct investment.
B. Election-year variable
A key variable in my analysis is the election year dummy. According to the PBC theory, voting years are associated with fiscal deficit, increasing outlays, and decreasing local revenues. Likewise, following Drazen and Eslava (2010) , the election year should be negatively correlated with the ratio of current expenditures to direct investment. Their argument is that spending shifts towards goods attractive to voters, like infrastructure, in the attempt to convince voters that the incumbent shares their spending priorities. 7 Tierra del Fuego had the status of National Territory, dependent on the Federal Government, until 1991. Similarly, the City of Buenos Aires acquired the status of autonomy after the constitutional reform of 1994. As will become clear later, the exclusion of these districts is also recommended because most of the explanatory variables do not vary during the lapses when the federal government appointed the administrator of Tierra del Fuego and City of Buenos Aires. As a robustness check I run regressions including all 24 districts and the main results are sustained.
The usual problem in PBC studies, caused by the lack of coincidence between the fiscal year and the election year, is ameliorated in the case of Argentina since 62.4% of the elections in our data set were carried out in September and October and 81% from June to December.
8 I consider that five months is enough time to attempt to influence local constituencies through budget manipulation, so I define t as an election year if the voting ballot was carried out from June to December.
Since democracy was recovered in 1983, gubernatorial elections have taken place regularly every four years in most of the twenty-four districts. My data set includes 6 elections from 1983 to 2007. I only exclude the 1983 election because there was no party allied with the military regime and therefore there was no incumbent in that election.
C. Controlling for political and socioeconomic influences
My empirical study controls for three sources of political influences on fiscal policy variables: the coincidence of presidential and gubernatorial elections, the influence of party obedience when the governor and the President are aligned, and the direct intervention of the central government in some provinces facing political turmoil. Notice that subnational analysis allows me to control for historic and cultural variables at the country level that may affect my explanatory variables.
I construct a dummy variable coded DATE that takes the value 1 when gubernatorial elections are held on the same date as presidential elections and 0 otherwise. Before the constitutional reform, in 1994, presidential elections were held every 6 years and gubernatorial elections every 4 years, which implied concurrent polls (the same year, although not necessarily the same date) every 12 years. The reform introduced a 4-year period for presidents, opening the possibility of full coincidence with gubernatorial elections (the same day and month) since some governors, using their agenda power, could set election dates to coincide with the President's election. 9 The coincidence of presidential and gubernatorial elections gives local incumbents a great opportunity to position themselves in the national game and enhance their power in their provinces, so I anticipate that these years will show higher expenditures, lower local revenues, and budget deficits. Jones et al. (2000) , in their study on Argentina's fiscal federalism, found that provinces where the governor is affiliated to the same party as the President spend less than those led by the opposition. They conjecture that provincial governors who are politically allied with the President are more likely to internalize the effect of spending an additional unit of national resources due to internal party discipline. Even in a scenario of weak party obedience, allied governors may take advantage, in terms of electoral results, of supporting national policies aimed at controlling spending and the fiscal deficit. However, same party affiliation between President and governors may imply additional resources for governors, as reported for Lema and Streb (2013) , or different (better) kind of resources for allies as noted by Rumi (2013) . To capture the effect of alignment between incumbents at national and subnational level, I include the dummy variable ALIGNMENT, which takes the value 1 if the governor of a given province is allied with the President and 0 otherwise. The codification of this variable is not straightforward. The fracture of the two most important parties (PJ and the UCR/FREPASO Alianza) resulted in some atypical alliances. In the years following the 2001/2002 crisis, there was a major break in the Peronist party, which ruled the country in the periods 1989-1999 and 2002-2007 . One of the factions, led by the Governor of the small San Luis province, Adolfo Rodríguez Saa, became the opposition of President Kirchner, head of the winning faction. The other main party, the UCR/FREPASO Alianza, also shattered and one of the groups joined Kirchner. I also account for the agreements between some provincial parties and the incumbent President during the 1990s.
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The so-called "federal intervention" is another source of influence on policy variables. The Argentine Constitution allows the Federal Government to take control of a province in certain extreme cases of social commotion.
11 Upon intervention, one or more branches of the provincial government are dissolved, Socioeconomic conditions may also affect the subnational fiscal performance; thus, I include five control variables in several specifications of the proposed baseline equation: the rate of growth of GDP per capita (GROWTH), the level of GDP per capita (GDP), the infant mortality rate (IMR), the budget result lagged one period, and vertical fiscal imbalance (VFI). I expect growing and richer districts to have higher levels of expenditure and revenues per capita as well as a higher proportion of capital expenditures relative to the current outlays than low-income districts. Likewise, provinces exhibiting high infant mortality rates are expected to force governors to augment public outlays and lower the local tax pressure. On the other hand, the budget result per capita lagged one period is expected to influence the next year's fiscal behavior. In the context of the financial limitations suffered by Argentine provinces in most of the period under study, with the exception of 1993-94 and 1996-99, a high fiscal deficit in t-1 demands corrective measures like diminishing public outlays and increasing local revenues in t.
Finally, I anticipate higher values of VFI to be associated with fiscal expansion and high ratios of current outlays to direct investment. Nonetheless, this effect may be offset by the fact that most capital transfers from the Federal Government to the provinces are earmarked. Table 4 presents estimations of the typical PBC equation for the selected fiscal instruments. Regressions (1), (3), (5), and (7) display the estimations of the full model for each independent fiscal variable, while regressions (2), (4), (6), and (8) only contain the control variables that pass the .10 level of significance, so they are the ones upon which I base my conclusions. As already remarked, all the models include lagged dependent variables to capture the rigidity of the budget from one year to another, so I estimate using the dynamic panel technique developed by Arellano and Bond with robust standard errors.
VI. Results
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A. Do incumbents manipulate fiscal variables? If so, which instruments do they manipulate?
My estimations show that budget result worsens, public expenditure increases and changes its composition favoring investment in infrastructure and machinery in election years. Comparing with non-gubernatorial election years, expenditures rise, on average, by 78 pesos per capita in election years, which means an increment of 3.4% with respect to the average expenditure per capita of the sample. I also find that the budget result per capita deteriorates by 50.3% and the ratio of current expenditures to direct investment diminishes by 18.3% in election years relative to their respective sample averages. As in most of the PBC empirical studies, I find that the coefficient of ELECTION YEAR in the local revenues per capita regression is not significant at the usual levels, indicating that incumbents do not resort to local taxes to enhance their chances of remaining in office.
It is also observed in Table 4 that the lagged dependent variables are statistically significant at the customary levels in all the equations, supporting the choice of the model and confirming that inertia is very important in budgetary studies. The variables controlling for socioeconomic conditions are statistically significant too and present the anticipated sign in most of the regressions. The positive and significant coefficients of the rate of growth of GDP per capita and the level of GDP per capita in regressions (2) and (4) verify the role of the business cycle in the evolution of expenditures and local revenues. Likewise, as the GDP per capita augments, the ratio of current expenditure to direct investment diminishes, indicating that public investment is typically stimulated in expansions and adjusted downwards in recessions. Unsurprisingly, the estimated coefficient of budget result per capita lagged one period is always in the hypothesized direction and significant at the .01 level. Similarly, the estimated coefficients for infant mortality rate are positively related to the total expenditures per capita and negatively related to the budget result per capita, local revenues per capita, and ratio of current expenditure to direct investment. Instead, VFI has a negative impact on the budget result and a positive impact on expenditure composition and local revenues per capita, but fails to detect any noteworthy relationship with expenditures per capita.
The performance of the variables representing political controls is rather mixed. On one hand, none of them reach the .10 significance threshold in the regression explaining expenditures per capita, but on the other hand, ALIGNMENT shows statistical significance and the expected sign in the local revenues per capita and budget result per capita regressions and DATE in the expenditure mix estimation. INTERVENTION is significant in regressions 4, 6, and 8, indicating that the federal control of provinces under turmoil contributes to improving the local revenues and budget result as well as the expenditure mix, favoring investment.
B. What is the role of VFI in the fitted PBC equations?
The GMM estimations presented in Table 5 support my conjecture about the role of VFI in expenditure per capita and expenditure composition during election years. Regression (2) shows that the interaction term VFI*ELECTION YEAR is positive and statistically significant, indicating that the propensity of incumbents to manipulate expenditures to remain in office in election years is stronger in subnational districts showing large degrees of VFI. That is, the larger the transfers from the federal government in election years, the higher the expenditures per capita. This is consistent with the prevailing idea that discretionary transfers to provinces augment in election years. 14 14 The link between a narrow definition of vertical fiscal imbalance (discretionary transfers as percentage of total district revenues) and elections is explored in the Online Appendix, Table A5 . The influence of VFI on the expenditure mix during election years is best captured by regression (6). The coefficient of the interaction term VFI*ELECTION YEAR is positive and statistically significant, which means that provinces showing a large degree of VFI increase their current expenditures relative to their direct investment in election years. This result suggests that there are two opposite forces at work during election years. There is a "pure effect of opportunism", captured by the coefficient of ELECTION YEAR, that provides an incentive to incumbents to raise the "visible" outlays (direct investment) to the detriment of current expenditures because constituencies want to receive what they pay for. This is Drazen and Eslava's (2010) result. Leaving aside considerations of the social rate of return of public investment, this effect can be termed "positive" for constituencies since elections motivate incumbents to favor investment over current expenditures.
A "VFI effect" also exists, which discourages constituencies from controlling the allocation of resources from the "common pool" (since they pay only a portion of them) and tempts governors to spend on salaries, contracts (personnel in general), and other forms of current expenditure to obtain the support of selected groups. This effect can be dubbed "negative" for the province because it boosts current spending to the detriment of investment.
The estimations reveal that the total impact of VFI on outlay composition (considering both the direct effect and the interaction term) is negative (-0.30). Conversely, the total impact of ELECTION YEAR on the ratio of current expenditures to direct investment is -1.35, signifying that the "pure opportunism effect" prevails over the "VFI effect." Table 5 also shows that the interaction term VFI*ELECTION YEAR is negative and statistically significant at 10% for the regression having budget result per capita as a dependent variable suggesting that budget result worsens in election years as VFI increases. However, as already mentioned, the budget result can be considered endogenous in several districts and years due to previously agreed discretionary transfers to cover fiscal gaps. Finally, the interaction term fails to be significantly related to the variable local revenues per capita which is an expected result: it is generally accepted that incumbents avoid upsetting their constituencies in election years with increases in tax pressure. Notice that my results coincide with Lema and Streb (2013) in a key aspect: the existence of PBC in Argentine provinces. Their evidence also agrees with my mine regarding the variable feeding the PBC at subnational level: discretionary transfers from the federal government. However, the approaches are different. While Lema and Streb emphasize political alignments between national and subnational incumbents, I focus on the incentive structure governing the distribution of federal resources and thus I find that vertical fiscal imbalance, regardless of governor's party alignment, fuels PBC.
VII. Concluding remarks
This paper extends the Jones et al. (2012) analysis on the importance of vertical fiscal imbalance in Argentine gubernatorial elections. They show that voters have incentives to reward profligacy at the polls as long as incumbents finance it from the "common pool" of national resources. This paper also deals with the role of the incentive structure of fiscal federalism but the emphasis is on PBCs at the subnational level. I find that expansions in expenditures per capita and changes in expenditure composition, favoring current expenditures to the detriment of investment, are driven in election years by vertical fiscal imbalance. Local incumbents take advantage of resources collected by the central government, for which they pay just a fraction of the political cost of taxation.
The incentive structure governing the distribution of federal resources between the central government and the provinces has been an important topic in the fiscal federalism literature but has been largely ignored by PBC empirical studies dealing with cross-province data. They explain budget fluctuations in election years by relying on arguments resulting from cross-country studies, like the dispersion of the costs of processing fiscal information and/or the different degrees of voters' awareness across units of observation, to explain budget fluctuations in election years. Though these explanations are also plausible for subnational studies, I demonstrate that they are not unique. Thus, by making evident the role of vertical fiscal imbalance in elucidating Argentinean PBCs, this paper builds a bridge between these apparently unconnected literatures.
